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Abstract. This paper explores how business clusters act as resource for generating regional and 
national initiatives and policies aiming to promote competitiveness and innovation. SMEs constitute 
the backbone in a majority of global economies according to the literature and when acting collectively 
they could be transformed to a dynamic engine of economic growth for regions and nations. The object 
of this paper is to investigate and present the theoretical concept of business clusters and examine how 
and why clusters affect SMEs innovative capabilities and competitiveness. The paper concludes with a 
discussion for generating through business clustering regional economic growth in Greece. 
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1. Introduction 
 
In EU there are some 19 million SMEs representing 99.8% of all enterprises, which have been the 
major job generator by providing employment to more than 70 million people. However, the enormous 
potential of the role of SMEs is often not fulfilled because of particular sets of problems, which 
characterize them, i.e. their size or the managers/owners lack of competence. Furthermore, individual 
SMEs are often unable to capture market opportunities, which require large production capacities, 
homogenous standards, and regular supply. By the same account, small size constitutes a significant 
hindrance to the internalisation of functions such as training, market intelligence, and innovation, all of 
which are at the very core of firm dynamism according to management literature.  
According to Enright and Ffowcs-Williams (2000) clusters, which are properly defined in the next 
section of this paper, could for the time-being be delineated as, a sectoral and geographical 
concentration of inter-related and inter-connected enterprises which produce and sell a range of related 
or complementary products. They are, thus, faced with common challenges and opportunities and these 
can help SMEs realise the opportunities and meet the challenges associated with internationalisation 
and intense competition. The authors argue that membership of clusters can enhance the productivity, 
rate of innovation and competitive performance of firms. Moreover, according to the European 
Commission, Observatory of European SMEs (2002), clusters are widely recognized by scholars and 
policy-makers around the world as important settings in stimulating the productivity and 
innovativeness of companies and the formation of new businesses. According to the European 
Commission, Observatory of European SMEs (2002),  
 
“Competition is increasingly seen to occur between clusters, value chains or network of firms 
rather than just between individual firms. It is also argued that regional clusters are the best 
environment for stimulating innovation and competitiveness of firms.” (European 
Commission, Observatory of European SMEs, 2002, 13)  
 
The influential writings of Porter (1998) also underline the importance of clustering in affecting 
competitiveness within countries and across national borders. Porter introduces a way of thinking, 
where companies reconfigure themselves, institutions such as universities contribute to competitive 
success and governments promote economic development and prosperity.  
As we present and examine, clusters, or as otherwise stated, industrial districts of firms were first 
observed in Italy the 1960s (Region of Prato), mainly consisting of SMEs, which proved to be not only 
equal, but also more dynamic than large-scale, private or government-run industries, often establishing 
a strong presence on world markets. Italy’s industrial districts became a reference point of the 
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discussion of regional clustering in management literature. Another important reference point at the 
other side of the Atlantic has been Silicon Valley in California, which is also described as a cluster, or 
rather an agglomeration consisting of several interrelated clusters (Meyer-Stamer, 2001). As Porter 
(1998) quotes, 
 
“Paradoxically the enduring competitive advantages in a global economy lie increasingly in 
local things-knowledge, relationships and motivation that distant rivals cannot match.” 
(Porter, 1998, 77) 
 
The examples of prosperous and well performing regional and industrial clusters established in the 
1970s and 1980s in Northern Italy and in the Silicon Valley increased the focus of interest of 
academics and policy makers in the phenomenon of clustering. In the course of 1990s, clusters became 
a target for regional and national initiatives and policies to promote competitiveness and innovation, 
stimulate productivity, growth and the formation of new businesses. According to the European 
Commission, Observatory of European SMEs (2002), 
 
“The increased focus on regional clusters and innovation systems reflects a (re) discovery by 
many academics of the importance of the regional level, and the importance of specific local 
and regional resources in stimulating the innovation capability and competitiveness of firms. 
Specific regional resources such as a stock of ‘sticky’ knowledge, learning ability, 
entrepreneurial attitudes etc. are seen to be of great importance in firms’ efforts to be at global 
competitive level. Building regional clusters is even perceived by some as the way to compete 
globally, as economic ‘specialization is (seen as) the only way to overcome ‘the globalisation 
trap’, that is, outrunning the risk of being out competed across the board’.” (European 
Commission, Observatory of European SMEs, 2002, 9) 
 
This paper explores the concept of business clustering as a means for promoting regional and SMEs 
competitiveness and is organised as follows: the first section present the theoretical background 
underpinning concepts of business clusters and the second section examines their impact on SME’s 
competitiveness and innovation. The paper concludes with a discussion on the impact of business 
clustering on the competitiveness of regions. 
 
 
2. Defining Business Clusters/ Industrial Districts 
 
Theoretical and empirical studies have stressed the importance of location in a world characterised by 
internationalisation and intense competition. With the advent of information and communication 
technologies, information and knowledge flow is scarcely affected by distance and nowadays even 
oceans and mountains are considered as relatively small barriers. Physical transportation is no longer as 
important or as difficult as it used to be. The ever-declining cost of transporting goods and people by 
air, the improved surface and shipping transportation has led to physical boundaries becoming less 
important. The broad pattern that seems to be emerging is that of markets being big and based on 
global regions, whereas producing units are smaller and based on sub-national regions (Padmore and 
Gibson, 1998).  
Business Clusters have been developing internationally since the nineteenth century. High profile 
examples of such clusters include the motion picture industry around Hollywood, the high technology 
Silicon Valley cluster in California, and the Massachusetts’ Route 128 in Boston. Moreover, clustering 
can been seen in the industrial districts of North-Central Italy and Spain, Baden-Wuerttemberg and 
Bavaria in Southern Germany, the Toyota City and the company tows of Ludwigshafen, the fashion 
capitals of Paris and Milan, and the metropolitan business service centres of London, Hong Kong and 
New York and several others around the world. According to Enright and Ffowcs-Williams (2000), it 
has been estimated that around 380 clusters of firms operate in the United States, which together 
employ some 57% of the workforce and account for 61% of the country’s output while in Italy clusters 
account for some 30% of total employment and in 1994 produced 43% of the county’s exports. Finally, 
in Norway, according to the Observatory of European SMEs (2002), 62 regional clusters were 
identified, 55 of which are manufacturing-based, employing some 63,000 workers representing 22% of 
the Norwegian manufacturing employment in 1990.  
Industrial districts capture the attention of a substantial body of researchers and policy-makers 
across a wide range of countries and organisations. According to several influential scholars and 
researchers, industrial districts do constitute a potentially attractive model of regional development. 
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Nassimbeni (2003) provides a broad list of the main features of Industrial Districts that summarises the 
views and works of many scholars on the subject,  
 
i. High proportion of small and very small firms. 
ii. Clustering of firms in a geographical location. 
iii. Firms engaged at various stages of production-intense specialisation. 
iv. Dense networks of a social and economic nature. 
v. Blend of competition and co-operation between firms. 
vi. Rapid and mainly informal diffusion of information, new ideas, experiences and know-how. 
vii. Adaptability and flexibility. 
(Nassimbeni, 2003, 153) 
 
The influential writings of Porter first on industrial clusters (1990), in his work ‘the competitive 
advantage of nations’ and then on regional clusters (1998) in his work, ‘clusters and the new economics 
of competition’, describe the tight relationships between participation of firms and industries in clusters 
and enhanced competitiveness. For Porter (1990), a nation’s competitive industries are not evenly 
spread throughout the economy but are connected and geographically concentrated in what he terms as 
‘clusters’ consisting of industries usually linked through vertical (buyer/supplier) and/or horizontal 
(customers, technology, channels, etc.) relationships. The author explicitly defines a cluster as, 
 
“Critical masses – in one place – of unusual competitive success in particular fields…clusters 
are geographic concentrations of interconnected companies and institutions in a particular 
field.” (Porter, 1998, 78) 
 
Porter (1998) defines clusters as concentrations that include a range of related industries and other 
entities important to competition. They could include suppliers of specialised inputs, i.e. on one hand, 
machinery and components and on the other hand, services, and providers of specialised infrastructure. 
The author argues that clusters often extent downstream to several channels and customers, as well as 
manufacturers of complementary products and to companies in industries related by skills, technology 
or common inputs. He also suggests that clusters encompass governments and institutions such as 
universities, research centres, trade associations etc., that provide education, information and 
knowledge, research activities, training and technical support.  
According Porter (1998), clusters can and should promote both competition and cooperation since 
they occur on different dimensions and among different players. The author recognises that clusters are 
formed by independent and informally linked companies and institutions, usually in arm’s-length 
relationships, thus representing a robust, effective, efficient and flexible organisational form without 
the inflexibility of vertical integration and the management challenges imposed by formal strategic 
alliances, networks and partnerships.  
Several other scholars define clusters in a somewhat similar manner to that of Porter (1998). 
Padmore and Gibson (1998) argue, “a cluster is a concentration of firms that prosper because of their 
interaction, whether that is through competition and cooperation, or by serving as suppliers or 
customers in the value chain (Padmore and Gibson, 1998, 627).” According to Steinle and Schiele 
(2002), “clusters are localised sectoral agglomerations of symbiotic organisations that can achieve 
superior business performance because of their club like interaction…moreover…innovative clusters 
display at an inter-industrial level, underlying networks of interrelated co-operating businesses…such 
an environment is characterised by intensive knowledge sharing (Steinle and Schiele, 2002, 850-851).” 
Furthermore, Lyon and Atherton (2000) consider a cluster as, “a group of organisations in related 
industries that have economic links, and, concentrations of competing, collaborating and 
interdependent companies and institutions, which are connected by a system of market and non-market 
links (Lyon and Atherton, 2000, 4).” 
Synthesizing the aforementioned positions we could surmise, then, that industrial or regional 
clusters are groups of competing, collaborating and interdependent businesses working in common or 
similar industries and concentrated in a geographic region. Furthermore, institutions, governments, 
universities and other agents and entities appear to hold a decisive role in the promotion and success of 
a business cluster. Businesses draw on shared infrastructure and a pool of skilled workers. This form of 
cooperation between enterprises is a fundamental strategy for SMEs, capable to reach goals, which 
would not be obtained by the single enterprise. Cooperation could optimise costs, favour the exchange 
of know-how, make easier the access to strategic information, support learning dynamics and enhance 
innovation.  
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The European Commission, Observatory of European SMEs (2002), as presented in the following 
table, attempts to differentiate three distinct concepts, namely those of regional clusters, regional 
innovation networks and regional innovation systems.  
 
 
Table1: A Hierarchy of Three Concepts 
Concepts Definitions and differences 
Regional cluster A concentration of ‘interdependent’ firms within the same or adjacent 
industrial sectors in a small geographical area. 
Regional innovation 
network 
More organised cooperation (agreement) between firms, stimulated by trust, 
norms and conventions, which encourages firms’ innovation activity. 
Regional innovation 
system 
Cooperation also between firms and different organisations for knowledge 
development and diffusion. 
Source: European Commission, Observatory for European SMEs, 2002, p.14 
 
 
Regional clusters are seen mainly as a spontaneous phenomenon, a concentration of interdependent 
firms in a geographic location often as a result of spin-offs and entrepreneurial activity. On the other 
hand, regional innovation systems are more planned and systemic in character according to the 
Observatory of European SMEs. The regional innovation system denotes regional clusters plus 
‘supporting’ institutions. To create a regional innovation system, regional clusters must first establish 
regional innovative networks with more formal and organised cooperation towards innovative projects. 
Finally, the complete regional innovation system according to the table above will involve cooperation 
in innovation activity between firms, different institutions, such as research centres, universities, 
training associations, knowledge creating and diffusion organisations, business associations and 
finance institutions, and other related institutions.  
Following the foregone analysis of industrial districts/ business clusters in the preceding pages, 
questions arise as to how can SMEs become more competitive, how can they survive the 
internationalisation of business activities? Are clusters a means to create competitive and innovative 
SMEs, competitive advantages in specific regions that can compete in the world-markets and face the 
challenges of the intense competition of the 21
st
 century?  
 
3. Cluster’s Contribution to SME’s Competitiveness 
 
“A cluster allows each member to benefit as if it had greater scale or as if it had joined with 
others without sacrificing its flexibility.” (Porter, 1998, 81) 
 
The author claims that many new companies grow up in existing clusters rather than at isolated 
locations. He identifies several reasons that make clusters conducive to new business formations. First 
of all, individuals working within the cluster can more easily perceive market opportunities and 
unsatisfied customer needs around which they can build a business. Skilled workforce, needed skills, 
know-how, inputs, assets are already available in the region and can easily be assembled into new 
business forms. Financial institutions and investors are already familiar with the working and nature of 
the cluster and may require, according to Porter, lower risk premium on capital. Furthermore, an 
entrepreneur may exploit the networks, relationships and collaborations with other enterprises and 
research centres that are already established. The new business creation within a cluster can be very 
much affected by a positive feedback loop. As the cluster develops and prospers more opportunities 
and competitive resources will emerge, which will ultimately benefit all members of the cluster.  
According to Bouwman and Hulsink (2002), within the network of a successful cluster such entities 
as information, creativity and entrepreneurial talent are available for reinvestment. Workforce mobility, 
talent recruitment and spin-offs are an inherent part of the process. Entrepreneurs often leave a larger 
company or a university to start their own company (what is termed as a ‘spin-off’ company) by 
exploiting market opportunities, new technologies and innovations, which usually originate in private 
or public R&D laboratories and universities. According to the authors, the majority of start-ups in the 
Silicon Valley are spin-offs of this kind.  
The European Commission, Observatory of European SMEs (2002) conducted an extensive survey 
to characterise the nature, working, performance as well as important development tendencies in 34 
regional clusters in 17 European countries. A starting point for the research was to identify the 
dominating firm size category within the cluster, the role of SMEs and the role of MNEs (multinational 
enterprises). According to this survey, more than half of the clusters are dominated by SMEs in the 
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sectors that ‘define’ the cluster, as shown in the following table. Regional clusters seem to develop 
mainly from local networks of SMEs, or at least of a mixture of SMEs and large enterprises. The high 
number of SMEs in clusters can be explained both by the already underlined high level of 
entrepreneurship, spin-offs and by the increased vertical disintegration by cluster firms, which gives 
small companies the opportunity to exploit market niches and specialise in particular fields.  
 
 
Table 2: Dominating firm size categories in clusters 
 Number of clusters 
Dominated by SMEs 19 
Mix of sizes 12 
Dominated by LSEs 3 
Source: European Commission, Observatory for European SMEs, 2002, p.30 
 
 
More important though is the fact that in the last decade SMEs have increased their importance in 12 
of the surveyed clusters in Europe. This could signify the increased importance of SMEs for the 
competitiveness and economic growth of a country.  
 
 
Figure 1: Changes in the importance of SMEs and LSEs in the clusters (Number of clusters) 
Source: European Commission, Observatory for European SMEs, 2002, p.31  
 
 
As the European Commission, Observatory of European SMEs (2002) argues, the increasing 
importance of SMEs clearly implies that small firms are highly depended upon the local socio-
economic environment since they seldom possess the necessary resources to hold a wide-reaching 
network and collaborations. The skills, knowledge, connections and relationships of the entrepreneur 
and business leader are usually concentrated on the places where he/she lives and works. Moreover, the 
increased importance of SMEs implies that regional resources and know-how are significant for the 
workings of a regional cluster. 
Another significant characteristic of clusters is the increased importance of multinational enterprises 
(MNEs). According to the European Commission, Observatory of European SMEs, MNEs spread 
different activities, know-how, knowledge and technologies around the world. The existence of MNEs 
in local clusters may stimulate learning, diffusion of knowledge and innovations processes among the 
firms of a cluster and thus, even affect the future development of the cluster. The figure below 
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illustrates that the importance of MNEs has increased in most of the surveyed clusters in the last ten 
years.  
 
 
Figure 2: Changes in the importance of MNEs in the surveyed clusters over the last 10 years 
Source: European Commission, Observatory for European SMEs, 2002, p.32 
 
 
According to Pyke and Sengenberger (1992), a small firm in an industrial district does not stand-
alone, a condition of its success is the success of the whole network of firms, of which it is a part, while 
they define an industrial district accordingly,  
 
“…strong networks of (mainly) small firms which, through specialisation and subcontracting, 
divide amongst themselves the labour required for the manufacture of particular goods: 
specialisation induces efficiency, both individually and at the level of the district; 
specialisation combined with subcontracting promotes collective capability. Economies of 
both scale and scope are the result. It is the firm as part of, and depending on, a collective 
network which perhaps more than anything else encapsulates the essence of the district’s 
character.” (Pyke and Sengenberger, 1992, 4) 
 
Pyke and Sengenberger (1992) argue that success for the SMEs and all organisations and institutions 
in an industrial district depend on certain key principles that would make the ‘whole community’ of the 
firms a success. The industrial district is not simply a conglomeration of individually competing firms 
that happened to be geographically located together. The firms of a district are engaged in related 
activities according to definite principles. These principles/ characteristics of the industrial districts 
account for the SMEs enhanced competitiveness and innovation performance. The authors suggest a 
list of principles, characteristics of industrial districts,  
 
a) The networks of industrial districts belong to the same industrial sector, in the sense of 
containing all the upstream and downstream processes and services needed for the 
manufacturing of a family of products. Geographical proximity between firms, and 
between individuals, firms and local institutions, improves effectiveness: for the spread 
of ideas and technical innovation; for various kinds of collaboration, between firms and 
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of a broader political kind; for social cohesion, collective consciousness; ease and speed 
of inter-firm transactions.  
b) Readiness for co-operation is another important characteristic of industrial districts. 
There can be readiness to share information, such as ideas about new technologies or 
products, which can help all the firms in the district to become more efficient through 
improved productivity, quality, design, etc. This co-operation might be carried out 
informally at a personal level or more formally through especially established institutions 
and alliances. The collective provision of services and information makes affordable 
something, which small firms could not hope to manage as isolated individual units. 
c) Another feature is the pervasiveness of an entrepreneurial dynamism. This is a product of 
numerous conditions such as, ease of formation of new firms (access to capital and 
premises), protection from domination and dependency upon large firms, access to the 
networks, ideas and services mentioned above, knowledgeable individuals capable and 
confident to establish new firms. 
d) The successful districts compete on a range of dimensions and not just price. At their 
best, they compete through differentiated high quality products, flexibility of adjustment, 
and the ability of innovation. The ability to offer quality, design flair, choice, flexibility, 
speed and innovation is itself a product of the particular mix of cooperation and 
competition intrinsic to an industrial district.  
e) Central to the organisation of the successful district is the role of the workforce. As noted 
above, flexible response is one of the competitive strategies of a successful district. A 
crucial component for this kind of strategy is the availability of a trained, adaptable 
workforce that goes hand in hand with an innovative atmosphere, speed of reaction, and a 
co-operative attitude. Adaptability is aided by the breaking down of rigid divisions 
between managers and workforce and the pervasiveness of a trust.  
f) Trust and co-operation, so important to the thriving performance of the district, is aided 
by an attitude that seeks competitive success not by aggressive cutting of direct labour 
costs but by general organisational competence, standards and productivity. The 
maintenance of high-labour standards, good wages, good basic conditions of work, 
safeguarding workers rights and providing social protection, established in co-operation 
with trade unions and the government, increases the performance of labour and 
subsequently the performance of the district.  
(Pyke and Sengenberger, 1992, 4-6) 
 
“Modern competition depends on productivity, not on access to inputs or the scale of 
individual enterprises. Productivity rests on how companies compete, not on the particular 
fields they compete in.” (Porter, 1998, 80) 
 
Porter (1998) suggests that the linkages between the cluster members result in a whole that is greater 
than the sum of its individual parts. As an example, the author sets the classical tourist cluster. In a 
tourist cluster the quality of the visitor’s experience will depend on the quality and efficiency of several 
complementary businesses and institutions such as, hotels, bars, restaurants, transportation means, 
hospital facilities, shopping outlets, and others. Because the members of the cluster are mutually 
dependent on each other, the good performance of one will benefit the productivity and performance of 
the other and in total the competitiveness of the cluster. Moreover Porter argues that private 
investment, such as training programs, infrastructure development, quality centres, R&D laboratories 
and others are often made collectively because the cluster members recognise the potential for 
collective benefits that contribute to enhance productivity and competitiveness that cannot be 
individually achieved.   
Clusters are instruments that can stimulate and contribute to the competitiveness and productivity of 
SMEs and of the other companies operating in the same geographic region. Several elements that 
generate and enhance the competitiveness of SMEs within a cluster, as they emerge from a careful 
examination of existing bibliographical sources on this subject, are abstracted and presented below. In 
sum, we could establish that SMEs working in clusters are competitive because:  
 
1. They are focused in terms of business, competencies and resource destination;  
2. They develop capabilities and relationships for quick and appropriate problem solving;  
3. They are aided in an advantageous manner by collective resources, otherwise inaccessible to 
them;  
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4. They work in a stimulating environment, enriched by competitive pressure and rivalry, 
information and examples;  
5. They work in a context of trust, in which, even smaller producers, feel protected and respected 
by the community.  
 
An element generating competitiveness is the low cost of information and of product differentiation, 
due to the presence of a wide number of subcontractors, component producers, and to the possibility to 
efficiently manage the production process by pieces. 
Second, SMEs in clusters can focus their limited resources on just one objective - one 
product/service, a single part of the production cycle or of the value chain. This is possible because 
they can easily find complementarities and specialised resources around themselves and in this way, 
entering the market is less expensive and less risky. At the same time, they can accentuate their specific 
competencies on the product, process technology and practice, clients’ needs in their unique business. 
This is at the base of their capacity of problem solving, improvement of quality, continuous 
incremental innovations. 
Third, when the cluster reaches a certain level of development, SMEs can exploit collective 
advantages due to their local concentration. The region in which they are located becomes a point of 
attraction for clients, providers of raw materials, technology providers, professionals, and so on. 
Companies in prosperous clusters can tap into a pool of specialised and experienced workforce that is 
provided by universities operating in the area and by employees working in relative industries. In 
addition, when a cluster becomes very relevant in a region, the local government and the private 
business associations concentrate much more their attention on specific sector problems and needs of 
public support to firms. The whole community seems to become involved toward the success of the 
cluster. This leads to the consolidation of sector external economies (specific infrastructure, image, and 
sector oriented services) for SMEs. 
Fourth, a cluster also provides companies with a deep and specialised supplier and input base with 
the advantage of being locally based thus lowering the transaction costs. SMEs can, thus, exploit the 
collective advantages due to their local concentration. It minimises the need for inventory and delays as 
well as offers for better communication between the parties, and provision of specialised auxiliary 
services and inputs involving embedded technology. When suppliers and buyers operate in close 
proximity, negotiations and monitoring are more efficient and could become less costly. 
 
 
4. Concluding Remarks  
 
The flexibility that SMEs sustain within a cluster together with the benefits they gain by 
communicating and cooperating with numerous companies and institutions within the cluster provides 
them the capacity and flexibility to act rapidly to a new opportunity and implement innovations more 
quickly. Moreover, a company’s close links and geographic proximity with its suppliers and customers, 
can secure delivery, technical and service support and efficient and effective coordination of activities, 
thus enhancing the innovation processes. The competitive pressure, constant comparison, and peer 
pressure that occur in clusters ‘forces’ executives to outdo one another. This creates a highly innovative 
environment that fosters productivity and competitiveness. Innovative clusters draw together 
companies and industrial partners who understand that they can mutually benefit from collaborating in 
research and innovative activities undertaken within the region. Mutual dependency and collaborative 
efforts create the foundation for innovation and increased productivity. The ongoing relationships and 
communication between the agents and entities within the cluster helps the companies learn about new 
technologies, service and marketing concepts and always have a better window in the market than 
isolated companies and competitors have.  
Hard commitment and open-minded approaches to cooperation and communication between rivalry 
enterprises, customers and suppliers, of private and public businesses and institutions can be seen as the 
foundation of the development, innovation capabilities and competitiveness of business clusters. Of 
course not every region in Greece can compete in the world economy on the basis of developing 
business clusters. But what this paper does suggest is that in an increasing international competitive 
marketplace SMEs can only grow fast and compete successfully if they enter into strategic networks 
with other businesses and exploit the advantages and market opportunities offered by business clusters. 
Those regions and SMEs that choose not to organise themselves in clusters face an uphill struggle with 
far greater pitfalls and uncertainties, in today’s economic world place. The focus of national and 
regional policy makers should be in encouraging the creation of clusters in the regions of Greece in 
order to strengthen the country’s competitiveness.   
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